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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax and deli nquency and negligence

addi tions and penalty as foll ows:

Additions to Tax Penal ty
Year Def i ci ency Sec. 6651(a) (1) Sec. 6653(a)(1) Sec. 6662
1988 $39, 560 $9, 518 $1, 978 ---
1989 799 --- --- $160

Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the years under



consideration, and all Rule references are to this Court’s Rules
of Practice and Procedure.

Fol | ow ng concessions, the issues for our consideration are:
(1) Whether petitioners are entitled to claima short-term
capital loss relating to a purported $65,000 | oan to G ant
MacCoon for 1988; (2) whether petitioners are entitled to a
$76,087 long-termcapital loss for purported investments in “Buck
Sal es” for 1988; (3) whether petitioners are entitled to
$147,000' in bad debt |osses clainmed for 1989; (4) whether
petitioners overstated their 1988 capital gains by $36,000; and
(5) whether petitioners are |liable for the delinquency and
negl i gence additions for 1988 and an accuracy-rel ated penalty for
1989. Separate findings of fact and opinion are hereafter set
forth with respect to each of the first four issues. Those
portions of the stipulation of facts that pertain to a particul ar
i ssue are incorporated by this reference in the findings of fact

for the issue to which they rel ate.

! Petitioners clainmed $156,879 in deductions on their 1989
Federal inconme tax return, the entire anount of which was
di sal | oned by respondent. Respondent has conceded t hat
petitioners are entitled to deduct $6,500 of expenses. O the
$156, 879 cl ai ned, $147,000 was cl ai med as bad debt | osses.
Petitioners presented no evidence with respect to the $3, 379
di fference (between $150, 379 and $147,000), and thus we treat
this as a concession by petitioners. Theodore v. Conm SSioner,
38 T.C. 1011, 1041 (1962).




The MacCoon Not e

FI NDI NGS OF FACT

Petitioners Thonmas A. and Maria M Hagman, husband and wi fe,
resided in Thousand Oaks, California, at the tine their petition
was filed. Maria M Hagman is a petitioner in this case because
she joined in filing Federal incone tax returns with Thomas A
Hagnman (M. Hagnan). Subsequent references to “petitioner” refer
only to M. Hagman. Petitioners’ 1988 and 1989 Federal incone
tax returns were filed on February 3, 1993, and Septenber 30,
1993, respectively.

M. Hagman was enpl oyed as a bank manager for 13 years. In
1974, he left banking to pursue a career investing in real
estate. In 1978, petitioner becanme aware of an opportunity to
buy a 16-acre parcel of real estate within the city limts of
Thousand Oaks, California. The parcel was avail able for sale
only if the seller could also sell the adjacent property.
Petitioner |lent $65,000 to G ant MacCoon (M. MacCoon) for the
pur pose of purchasing the adjacent parcel. Petitioner and M.
MacCoon had an agreenent that petitioner would receive 25 percent
of M. MacCoon’s profits on the sale of the adjacent land. M.
MacCoon gave petitioner a 10-year unsecured note, bearing 7
percent interest. The interest and principal were payabl e at
maturity.

In 1979, M. MacCoon made a $5, 000 principal payment on the
note, reducing the amount of the note to $60,000. The foll ow ng

year, M. MacCoon sold the property for a $400,000 profit but did
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not pay 25 percent of the profit to petitioner in accord with the
agreenent. In 1984, petitioner sued M. MacCoon for the
out st andi ng bal ance of the note and petitioner’s 25-percent share
of the profits fromthe sale of the adjacent |and ($100, 000).
Petitioner and M. MacCoon reached a settlenent in the |awsuit.
M. MacCoon was no | onger obligated to pay the note follow ng the
settlenment. Petitioner provided no other information regarding
the settlenent. Petitioners claimd a $65,000 short-term capital
| oss attributable to the MacCoon note on their 1988 return.
Respondent disallowed the clainmed capital |oss.

OPI NI ON
We nust deci de whether petitioners are entitled to a non-
busi ness bad debt deduction on their 1988 return. GCenerally,
t axpayers may deduct the value of bona fide debts owed to them

t hat beconme worthless during the year. Sec. 166(a); MIllsap v.

Comm ssioner, 46 T.C 751, 762 (1966), affd. 387 F.2d 420 (8th

Cir. 1968). Bona fide debts generally arise fromvalid debtor-
creditor relationships reflecting enforceabl e and unconditi onal
obligations to repay fixed suns of noney. Sec. 1.166-1(c),

I ncome Tax Regs. Section 166 prescribes three ways in which
deductions nmay be taken for worthless debts: (1) As an ordinary
deduction during a taxable year in which a business bad debt
becones conpletely worthless; (2) as an ordinary deducti on when a
busi ness bad debt becones partially worthless during the taxable
year, but only to the extent worthless; and (3) as a short-term

capital |oss when a nonbusi ness bad debt held by a taxpayer other
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than a corporation becones conpletely worthless during the
taxabl e year. Sec. 166(a)(1), (2), (d).

Respondent does not dispute that the MacCoon note
represented a bona fide debt owed to petitioners. Both parties
al so agree that the obligation is a nonbusiness debt. The
parties dispute whether the note becane worthless in 1988.
Petitioners claimthat, although M. MacCoon was no | onger
obligated to pay petitioner on the note after the 1984
settlenment, the loss could not have been clained until 1988, the
maturity date of the note. Respondent contends that the note
became worthless, if at all, in 1984, the year that M. McCoon
was no |onger obligated to pay petitioner. W agree with
respondent.

At trial and on brief, petitioners alleged that an Internal
Revenue Service Appeals officer had informed themthat they were
unable to wite off the bad debt until the maturity of the note,
regardl ess of the disposition of the |lawsuits. Even if such a
statenent had been made, respondent woul d not be estopped from
asserting that the debt becane worthless in 1984. Such a
statenent would constitute a statenent of |aw, and therefore one
of the necessary elenents for estoppel would not be present.

Estate of Enerson v. Conm ssioner, 67 T.C. 612, 617-618 (1977).

The fact that an obligation is not mature at the tinme a bad
debt deduction is clainmed does not automatically prevent
al l omance of a bad debt deduction under section 166. Sec. 1.166-

1(c), Income Tax Regs. Petitioners have failed to establish that
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t he MacCoon note becane worthless in 1988. Accordingly,
petitioners are not entitled to a section 166(a) |oss for 1988.

1. Buck Sal es

FI NDI NGS OF FACT

In 1986 and early 1987, petitioner spent approxi mately
$76,000 as a result of his involvenent with an entity known as
Buck Sales. Petitioner spent approxi nately $20,000 on travel,
| odgi ng, and food expenses for hinself and six other individuals.
In addition, petitioner spent $18, 700 on consulting fees and
approximately $38,000 on |legal fees. Petitioners clained these
anounts on their 1987 return as a long-termcapital |o0ss.
Respondent disallowed the $76,087 |ong-termcapital |oss
carryover on petitioners’ 1988 return.

OPI NI ON

The next issue for our consideration is whether petitioners
are entitled to a $76,087 long-termcapital loss relating to
purported investnents in Buck Sales. Petitioner argues that he
spent approxi mately $76,000 in 1986 and early 1987 investigating
an investnment opportunity in Hong Kong. Petitioner contends that
such amounts are deductible as a long-termcapital | oss.
Respondent contends that petitioners have failed to establish
that any of the paynents are associated wth any particul ar
i nvestment or business. W agree with respondent.

Petitioner’s testinony concerning his involvenment with Buck
Sal es was vague and unconvincing. At the conclusion of his

testinmony, it was not possible to understand the nature of
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petitioner’s relationship with Buck Sal es or how the anmounts
spent by petitioner, such as the legal or consulting fees,
related to a business or investnent activity. Petitioner clains
that these anmpbunts are deducti bl e because they involved the
i nvestigation of a possible investnent opportunity. Section
212(1) or (2) permts a deduction for all ordinary and necessary
expenses paid for the production or collection of inconme or
mai nt enance of property held for the production of incone.
However, expenses deducti bl e under section 212(1) or (2) nust
relate to incone-producing property or property rights in which

t he taxpayer has an existing interest. Frank v. Conm ssioner, 20

T.C. 511, 514 (1953); Beck v. Conm ssioner, 15 T.C. 642, 670

(1950), affd. per curiam 194 F.2d 537 (2d Cr. 1952).

Petitioners have not shown that the expenditures petitioner nade
relate to i ncone-producing property or property rights in which
petitioner had an existing interest; therefore these expenses are
not deducti bl e under section 212(1) or (2).

Section 165(c)(2) authorizes a deduction for |osses incurred
by individuals and not conpensated for by insurance or otherw se
which are “incurred in any transaction entered into for profit”.
Petitioner has not shown that the expenditures qualify for a
deducti on under section 165(c)(2). Petitioner did not show
whet her he had a profit notive with respect to the expenditures.
He also failed to show that he was involved in a “transaction” as

that termis used in the statute. In Seed v. Commi ssi oner, 52

T.C. 880, 885 (1969), it was explained that “the phrase ‘a
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transaction entered into for profit’ surely neans sonething nore
than the nmere casual prelimnary investigation of a prospective
busi ness or investnent.” Although petitioner expended capital,
he has failed to denonstrate what steps, if any, were taken
beyond a prelimnary investigation. Petitioner’s testinony on
this subject was vague and, to sone extent, inconprehensible.
Accordingly, petitioners are not entitled to a deduction under

section 165(c)(2). See Brown v. Comm ssioner, 40 T.C 861, 869-

870 (1963); see also Frank v. Comm ssioner, supra.

[, Bad Debt Losses

FI NDI NGS OF FACT

In the early 1980’s, petitioner forned a partnership with
Al bert J. Schara (M. Schara) for the purpose of buying and
selling real estate. Over the course of their partnership,
petitioner nmade several loans to M. Schara or to partnerships
controlled by him \Wen the partnership dissolved in 1988, M.
Schara had | oans outstanding to petitioner totaling $147, 000.
These | oans were represented by three separate notes. One note
was given in exchange for two checks (a $50, 000 check dated March
23, 1984, and a $5, 000 check dated Novenber 2, 1984) nmde payabl e
to Schara Devel opnent Co., although M. Schara was personally
liable for the entire debt. Another note was in the principal
anount of $136,024 and dated February 4, 1983. This note
represented several separate paynents frompetitioner to T. A
| nvest nents, a partnership that was controlled by M. Schara.

Two paynents totaling $56, 000 were nmade on this note, reducing



- 9 -
t he out standi ng bal ance to $80,024. A third note was in the
princi pal anpunt of $12,000 and dated April 4, 1983. This note
represented several separate paynents from petitioner to Nova
| mage, Inc. Al Schara was the president of Nova |nage, |nc.

The partnership between petitioner and M. Schara did not
end am cably. |In Decenber 1988, M. Schara filed a conpl aint
agai nst petitioners in the Superior Court of California for
di ssol ution, partnership accounting, damages for repudiation of
partnership, conversion of partnership assets, and breach of
fiduciary duty. In March 1989, petitioners filed a conpl aint
against M. Schara in the Superior Court of California for breach
of fiduciary duty and breach of contract. The two |awsuits
| asted for several years and were ultimately abandoned by both
parties. Petitioners clainmed a $147,000 busi ness bad debt |oss
on their 1989 return. The |oss was disallowed by respondent.

OPI NI ON

Next we consider whether petitioners are entitled to
$147,000 in business bad debts that were clainmed on their 1989
return. Respondent contends that petitioners have failed to
prove (1) that these debts becane worthless in 1989, and (2) that
the itens in question are business bad debts. Petitioners failed
to show wort hl essness, and accordingly we need not address
whet her the itens in question were business bad debts.

Section 166(a) allows taxpayers to deduct the value of bona

fide debts that becone worthless during the year. MIllsap v.

Conmi ssioner, 46 T.C. at 762. Petitioners and M. Schara, the
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debtor, were involved in litigation over the dissolution of their
partnership and the allocation of partnership debts and assets.
The litigation comenced in the year that petitioners clained the
debts becane worthless (1989) and continued for several years
thereafter. The debts at issue in the litigation arose out of
and were related to the partnership between petitioner and M.
Schara. The anobunt of the unpaid notes was clai ned by
petitioners to be business bad debts. The uncertainty as to the
outcone of that litigation is fatal to petitioners’ claimthat

t he debts becane worthless in 1989.2 See Barbour V.

Commi ssioner, 29 T.C 1039 (1958); see al so Birnbaum & Manaker,

P.C. v. Commi ssioner, T.C Meno. 1993-485. Accordingly,

petitioners are not entitled to the $147, 000 bad debt deduction
for 1989.

| V. 1988 Capital Gins

FI NDI NGS OF FACT
Petitioners’ 1988 Federal incone tax return reflected a
$36, 000 profit fromthe sale of one of the buildings that was
owned by the Schara-Hagman partnership. At trial, petitioners
argued that they did not nake a profit fromthe sale of the

bui | di ng.

2 |ln addition, petitioners have not indicated whether the
litigation between thensel ves and M. Schara had ceased by Sept.
30, 1993, when petitioners filed their 1989 return.
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OPI NI ON

Petitioners’ 1988 return reflected a $36,000 profit fromthe
sal e of one of the buildings owed by the Schara-Hagman
partnership. At trial, petitioners argued that they had
estimated the amount of profit fromthe sale when they filed
their 1988 return and that ultimately no profit was ever realized
fromthe sale of the building. In addition, petitioners claim
that they made approxi mately $25,000 in capital inprovenents to
the building at issue, which were never taken into account in
cal cul ating the amount of gain on their 1988 return. Petitioners
claimthat they nade the capital inprovenents by payi ng workers
in cash. Respondent contends that petitioners have failed to
denonstrate how their 1988 return overstated their capital gain.
We agree with respondent.

Petitioners have not provided sufficient information to
support a change to the $36,000 capital gain reported for 1988.
Petitioners have not provided cal cul ati ons showi ng that these
al l eged capital inprovenents were not already taken into account.
In fact, there was no showi ng as to how petitioners conputed
their 1988 capital gains. Petitioners have not shown the
adj usted basis of the building or the proceeds received fromthe
sale. W also question why petitioners found it necessary to
estimate the anount of profit fromthe sale of the building when
they did not file their 1988 return until February 3, 1993.
Petitioners have failed to establish that their 1988 return was

inaccurate with respect to their capital gains. See Rule 142(a).
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V. Penal ti es and Additions to Tax

Section 6651(a)(1l) inposes an addition to tax for the
failure to file tinely a required return unless the failure is
due to reasonabl e cause and not due to willful neglect.
Petitioners bear the burden of proving that their failure to file
tinmely was due to reasonable cause and not to willful neglect.
Rul e 142(a).

Petitioners filed their 1988 Federal inconme tax return on
February 3, 1993. The return was required to be filed on or
before April 15, 1989. Petitioners have not shown that their
delinquent filing was due to reasonable cause. Therefore, they
are liable for the section 6651(a)(1) addition to tax for 1988 as
determ ned by respondent.

For the 1988 taxable year, section 6653(a)(1) and (2)
provides for an addition to tax equal to 5 percent of the
under paynent if any part of an underpaynent is due to negligence.
For 1989, section 6662(a) and (b)(1) provides for an accuracy-
related penalty equal to 20 percent of the portion of the
under paynent that is attributable to negligence or disregard of
rules or regulations. Negligence is the |lack of due care or
failure to do what a reasonabl e and ordinarily prudent person

woul d do under the circunstances. Neely v. Comm ssioner, 85 T.C.

934, 947 (1985). Respondent’s determ nation of negligence is
presunmed to be correct, and the taxpayer has the burden of
proving that the determnation is erroneous. Rule 142(a).

Therefore, petitioners nust show that they were not negligent;
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i.e, that they nmade a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code and that they were not
carel ess, reckless, or in intentional disregard of the rules or
regul ati ons.

We sustain respondent’s determnation. |In determ ning
whet her petitioners were negligent in the preparation of their
return, we take into account M. Hagman’s years of busi ness

experience. denn v. Comm ssioner, T.C Meno. 1995-399, affd.

wi t hout published opinion 103 F.3d 129 (6th Gr. 1996).
Petitioners’ explanation of the Buck Sal es i ssue was vague and
confusing, and they have failed to show that they were not
negligent with respect to their $76, 000 deduction for purported
investnments in Buck Sal es. Because we have found that part of
petitioners’ underpaynent for 1988 was due to negligence, the 5-
percent addition to tax provided in section 6653(a)(1l) applies to
the entire underpaynent regardl ess of whether the bal ance of the
under paynent was due to negligence.

Petitioners conceded part of the underpaynent for 1989 and
also failed to address the question of negligence on those
concessions. Wth respect to the disputed issue for 1989 (the
bad debt deduction), petitioners clained that the notes were
worthless at a tinme when they were actively trying to collect on
the notes in State court. Petitioners do not provide us with a
sati sfactory explanation of this inconsistency and are therefore
liable for the section 6662(a) accuracy-related penalty with

respect to this issue. Due to petitioners’ failure to present
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evi dence or argunent with respect to the conceded issues, the
entire underpaynent is subject to the section 6662(a) penalty.
To reflect the foregoing,

Decision will be entered

under Rul e 155.




